26 CFR 1.457-2
*¥** TH S SECTI ON | S CURRENT THROUGH THE MARCH 15, 2002 | SSUE OF ***
*** THE FEDERAL REG STER ***

TI TLE 26 -- | NTERNAL REVENUE
CHAPTER | -- | NTERNAL REVENUE SERVI CE, DEPARTMENT OF THE TREASURY
SUBCHAPTER A -- | NCOVE TAX
PART 1 -- | NCOVE TAXES
NORVAL TAXES AND SURTAXES
DEFERRED COMPENSATI ON, ETC.
METHODS OF ACCOUNTI NG
TAXABLE YEAR FOR WHI CH | TEMS OF GROSS | NCOVE | NCLUDED
26 CFR 1.457-2
§ 1.457-2 Eligible State deferred conpensati on plan defi ned.

(a) In general. For purposes of 8 § 1.457-1 through 1.457-4, an "eligible
State deferred conpensation plan" (sometines referred to as "eligible plan") is
a plan satisfying the requirenments of paragraphs (c) through (k) of this
section.

(b) Plan. For purposes of this section and § 1.457-3, the term "plan"
i ncl udes any agreenent or arrangement between a State (within the meaning of
paragraph (c) of this section) and a participant or participants, under which
t he payment of conpensation is deferred, but only if such agreenent or
arrangenent is not described in § 1.457-3(b).

(c) State. The plan nust be established and nmaintained by a State. For this
purpose, the term"State" includes:

(1) The 50 states of the United States and the District of Col unbia;
(2) A political subdivision of a State;

(3) Any agency or instrumentality of a State or political subdivision of a
St at e;

(4) An organization that is exenpt fromtax under section 501(a) and engaged
primarily in providing electrical service on a nmutual or cooperative basis; and

(5) An organization that is described in section 501(c)(4) or (6) and exenpt
fromtax under section 501(a) and at |east 80% of the menbers of which are
organi zati ons described in subparagraph (4).

VWhere it appears in this 8§ 1.457-2, the term"State" nmeans the entity
described in this paragraph (c) that sponsors the plan.

(d) Participants. The plan nmust provide that only individuals who perform
services for the State, either as an enpl oyee of the State or as an i ndependent
contractor, nay defer conpensation under the plan

(e) Maxi mum deferrals--(1) In general. The plan nmust provide that the anpunt
of compensation that may be deferred under the plan for a taxable year of a
partici pant shall not exceed an anpunt specified in the plan (the "plan
ceiling"). Except as described in paragraph (f) of this section, a plan ceiling
shall not exceed the |esser of:



(i) $ 7,500, or

(ii) 33 1/3 % of the participant's includible conmpensation for the taxable
year, reduced by any ampunt excludable fromthe participant's gross income for
t he taxabl e year under section 403(b) on account of contributions nade by the
State.

(2) Includible compensation. For purposes of this section, a participant's
i ncl udi bl e conpensation for a taxable year includes only conmpensation fromthe
State that is attributable to services performed for the State and that is
includible in the participant's gross income for the taxable year. Accordingly,
a participant's includible conpensation for a taxable year does not include an
amount payable by the State that is excludable fromthe enpl oyee's gross incone
under section 457(a) and 8§ 1.457-1 or under section 403(b) (relating to annuity
contracts purchased by section 501(c)(3) organizations or public schools),
section 105(d) (relating to wage continuation plans) or section 911 (relating to
citizens or residents of the United States living abroad). A participant's
i ncl udi bl e conpensation for a taxable year is determ ned w thout regard to any
conmunity property | aws.

(3) Compensation taken into account at its present value. For purposes of
subparagraph (1) of this paragraph, conpensation deferred under a plan shall be
taken into account at its value in the plan year in which deferred. However, if
t he conpensation deferred is subject to a substantial risk of forfeiture (as
defined in section 457(e)(3)), such conpensation shall be taken into account at
its value in the plan year in which such conpensation is no | onger subject to a
substantial risk of forfeiture.

(f) Limted catch-up--(1) In general. The plan may provide that, for 1 or
nore of the participant's last 3 taxable years ending before the partici pant
attains normal retirement age, the plan ceiling is an amount not in excess of
the | esser of:

(i) $ 15,000, reduced by any amount excludable fromthe participant's gross
i ncome for the taxable year under section 403(b) on account of contributions
nmade by the State, or

(ii) The anopunt deterni ned under subparagraph (2) of this paragraph

(2) Underutilized Iimtations. The anpunt deterni ned under this subparagraph
(2) is the sum of:

(i) The plan ceiling established under paragraph (e)(1) of this section for
t he taxabl e year, plus

(ii) The plan ceiling established under paragraph (e)(1) of this section for
any prior taxable year or years, |less the anpbunt of conpensation deferred under
the plan for such prior taxable year or years.

A prior taxable year shall be taken into account under subdivision (ii) of
this subparagraph (2) only if (A) it begins after Decenmber 31, 1978, (B) the
partici pant was eligible to participate in the plan during all or any portion of
t he taxabl e year, and (C) conpensation deferred (if any) under the plan during
t he taxabl e year was subject to a plan ceiling established under paragraph
(e)(1) of this section. A participant will be considered eligible to participate
in the plan for a taxable year if the participant is described in paragraph (d)
of this section for any part of that taxable year. A prior taxable year includes
a taxable year in which the participant was eligible to participate in an
eligible plan sponsored by a different entity, provided that the entities
sponsoring the plans are located within the sane State as that termis used in §
1.457-2(c)(1).

(3) Restriction on limted catch-up. The plan shall not provide that a
participant may elect to have the limted catch-up provision of this paragraph
(f) apply nore than once, whether or not the linted catch-up is utilized in
less than all of the three taxable years ending before the participant attains
normal retirenment age, and whether or not the participant or former participant
rejoins the plan or participates in another eligible plan after retirenent. For



exanple, if the participant elects to utilize the limted catch-up only for the
one taxable year ending before normal retirenent age, and, after retirement at
that age, the participant renders services for the State as an i ndependent
contractor or otherwi se, the plan nmay not provide that the participant may
utilize the limted catch-up for any of the taxable years subsequent to
retirement.

(4) Normal retirement age. For purposes of this paragraph (f), nornal
retirement age may be specified in the plan. If no normal retirenment age is
specified in the plan, then the normal retirenent age is the later of the |atest
normal retirenent age specified in the basic pension plan of the State, or age
65. A plan may define normal retirement age as any range of ages ending no |ater
than age 70 1/2 and beginning no earlier than the earliest age at which the
participant has the right to retire under the State's basic pension plan w thout
consent of the State and to receive imediate retirement benefits without
actuarial or simlar reduction because of retirenent before sone |ater specified
age in the State's basic pension plan. The plan may further provide that in the
case of a participant who continues to work beyond the ages specified in the
preceding two sentences, the normal retirenent age shall be that date or age
desi gnated by the participant, but such date or age shall not be later than the
mandatory retirement age provided by the State, or the date or age at which the
partici pant separates fromthe service with the State.

(g) Agreenment for deferral. The plan must provide that, in general
conpensation is to be deferred for any cal endar nonth only if an agreenent
providing for such deferral has been entered into before the first day of the
nonth. However, a plan nmay provide that, with respect to a new enpl oyee
conpensation is to be deferred for the cal endar nmonth during which the
partici pant first becomes an enployee, if an agreement providing for such
deferral is entered into on or before the first day on which the participant
becomes an enpl oyee

(h) Paynents under the plan--(1) In general. The plan may not provide that
amounts payabl e under the plan will be paid or nmade available to a partici pant
or beneficiary before the partici pant separates fromservice with the State, or
if the plan provides for paynent in the case of an unforeseeabl e emergency,
before the participant incurs an unforeseeabl e energency.

(2) Separation fromservice; general rule. An enployee is separated from
service with the State if there is a separation fromthe service within the
nmeani ng of section 402(e)(4)(A)(iii), relating to lunp sumdistributions, and on
account of the participant's death or retirement.

(3) Separation fromservice; independent contractor--(i) In general. An
i ndependent contractor is considered separated fromservice with the State upon
the expiration of the contract (or in the case of nore than one contract, al
contracts) under which services are performed for the State, if the expiration
constitutes a good-faith and conplete ternination of the contractua
rel ati onship. An expiration will not constitute a good faith and conplete
term nation of the contractual relationship if the State anticipates a renewa
of a contractual relationship or the i ndependent contractor becom ng an
enpl oyee. For this purpose, a State is considered to anticipate the renewal of
the contractual relationship with an independent contractor if it intends to
again contract for the services provided under the expired contract, and neither
the State nor the independent contractor has elimnated the i ndependent
contractor as a possible provider of services under any such new contract.
Further, a State is considered to intend to again contract for the services
provi ded under an expired contract, if the State's doing so is conditioned only
upon the State's incurring a need for the services, or the availability of funds
or bot h.

(ii) Special rule. Notw thstanding subdivision (i), if, with respect to
ampunts payable to a participant who is an independent contractor, a plan
provi des that--



(A) No anmpbunt shall be paid to the participant before a date at |east 12
nont hs after the day on which the contract expires under which services are
performed for the State (or, in the case of nore than one contract, all such
contracts expire), and

(B) No ampbunt payable to the participant on that date shall be paid to the
participant if, after the expiration of the contract (or contracts) and before
that date, the participant perforns services for the State as an i ndependent
contractor or an enpl oyee,

the plan is considered to satisfy the requirenent described in subparagraph
(1) that no anpunts payable under the plan will be paid or nmade avail able to the
partici pant before the participant separates fromservice with the State.

(4) Unforeseeabl e emergency. For purposes of this paragraph (h), an
unf oreseeabl e energency is, and if the plan provides for paynent in the case of
an unforeseeabl e emergency must be defined in the plan as, severe financia
hardship to the participant resulting froma sudden and unexpected illness or
accident of the participant or of a dependent (as defined in section 152(a)) of
the participant, |oss of the participant's property due to casualty, or other
simlar extraordi nary and unforeseeabl e circunstances arising as a result of
events beyond the control of the participant. The circunstances that wll
constitute an unforeseeable emergency will depend upon the facts of each case,
but, in any case, paynent may not be made to the extent that such hardship is or
may be relieved--

(i) Through rei nbursenent or conpensation by insurance or otherw se,

(ii) By liquidation of the participant's assets, to the extent the
l'iquidation of such assets would not itself cause severe financial hardship, or

(iii) By cessation of deferrals under the plan.

Exampl es of what are not considered to be unforeseeabl e energenci es include
the need to send a participant's child to college or the desire to purchase a
hone.

(5) Energency wthdrawal s. Wthdrawal s of anmounts because of an
unf or eseeabl e energency nust only be pernmitted to the extent reasonably needed
to satisfy the energency need.

(i) Distributions of deferrals--(1) Comencenent of distributions. A plan is
not an eligible plan unless under the plan the paynment of ampunts deferred will
conmence not |ater than the later of--

(i) 60 days after the close of the plan year in which the participant or
former participant attains (or would have attained) normal retirenent age
(within the meaning of § 1.457-2(f)(4)), or

(ii) 60 days after the close of the plan year in which the participant
separates fromservice (within the meaning of 8 § 1.457-2(h) (2) and (3)) with
the State.

A plan is not other than an eligible plan nerely because, prior to Cctober
27, 1982, the distribution of amounts deferred under the plan nay conmence no
later than the close of the participant's taxable year in which the participant
attains age 70 1/2 .

(2) Limtations on distributions. Distributions nmust be made primarily for
the benefit of participants (or forner participants). Thus, the schedul e
sel ected by the participant for paynents of benefits under the plan nmust be such
that benefits payable to a beneficiary are not nore than incidental. For
exanple, if provision is nade for paynment of a portion of the ampunts deferred
to a beneficiary, the ampunts payable to the participant or former participant
(as determned by use of the expected return nultiples in 8 1.72-9, or, in the
case of payments under a contract issued by an insurance conpany, by use of the
nortality tables of such company), nust exceed one-half of the maxi mumt hat
coul d have been payable to the participant if no provision were nade for paynent
to a beneficiary.



(3) Distributions to beneficiaries. A plan is not an eligible plan unless
the plan provides that, if the participant dies before the entire anpunt
deferred is paid to the participant, the entire anount deferred (or the
remai ni ng part of such deferrals if paynent thereof has commenced) nust be paid
to a beneficiary over--

(i) The Iife of the beneficiary (or any shorter period), if the beneficiary
is the participant's surviving spouse, or

(ii) A period not in excess of 15 years, if the beneficiary is not the
partici pant's surviving spouse.

(j) Administration of plan. A plan is not an eligible plan unless al
amounts deferred under the plan, all property and rights to property (including
rights as a beneficiary of a contract providing life insurance protection)
purchased with the ampbunts, and all inconme attributable to the anounts,
property, or rights to property, remain (until paid or nade available to the
partici pant or beneficiary under the plan) solely the property and rights of the
State (w thout being restricted to the benefits under the plan) subject to the
clains of the general creditors of the State only. However, nothing in this
paragraph (j) prohibits a plan's permtting participants to direct, from anong
di fferent nodes under the plan, the investnent of the above anpunts (see §
1.457-1(b)).

(k) Plan-to-plan transfers. The plan may provide for the transfer of anpunts
deferred by a forner participant to another eligible plan of which the forner
partici pant has becone a participant if the followi ng conditions are net--

(1) The entities sponsoring the plans are located within the sane State (as
that termis used in &8 1.457-2(c)(1)),

(2) The plan receiving such ampbunts provides for the acceptance of the
anmounts, and

(3) The plan provides that if the participant separates fromservice in
order to accept enploynent with another such entity, payout will not commence
upon separation from service, regardl ess of any other provision of the plan, and
amounts previously deferred will automatically be transferred.

(1) Effect on plan when not administered in accordance w th paragraphs (c)
through (k). A plan that is adnministered in a manner which is inconsistent with
one or nore of the requirenments of paragraphs (c) through (k) of this section
ceases to be an eligible plan on the first day of the first plan year begi nning
nore than 180 days after the date of witten notification by the Interna
Revenue Service that the requirenents are not satisfied, unless the
i nconsistency is corrected before the first day of that plan year

(m Exanples. The provisions of this section may be illustrated by the
foll owm ng exanpl es:

Example 1. A, born on June 1, 1917, is a participant in an eligible State
deferred conpensation plan providing a normal retirement age of 65. The plan
provides limtations on deferrals up to the maxi numpernitted under § 1.457-2
(e) and (f).

For 1979, A, who will be 62, is scheduled to receive a salary of $ 20, 000
fromthe State. A desires to defer the nmaxi mum anount possible in 1979. The
maxi mum ampunt that A may defer under the plan is the lesser of $ 7,500, or 33
1/3 % of A s includible conpensation (generally the equival ent of 25 percent of
gross conpensation). Accordingly, the maximumthat A may defer for 1979 is $
5,000 [$ 5,000=$ 20, 000.25]. Although A's taxable year 1979 is one of A's last 3
t axabl e years before the year in which A attains normal retirement age under the
plan, Ais not able to utilize the catch-up provisions of § 1.457-2(f) in 1979
because only taxabl e years begi nning after Decenber 31, 1978, nay be taken into
account under those provisions.

Exanpl e 2. Assune the sanme facts as in exanple 1. In A's taxable year 1980,
A receives a salary of $ 20,000, and elects to defer only $ 1,000 under the



plan. In A's taxable year 1981, A again receives a salary of $ 20,000 and el ects
to defer the maxi mnum anpunt permi ssible under the plan's catch-up provisions
prescribed under 8§ 1.457-2(f). The applicable Iimt on deferrals under the
catch-up provision is the lesser of $ 15,000 or the sumof the normal plan
ceiling for 1981, plus any underutilized deferrals for any taxable year before
1981. Thus, the maxi mum ampunt that A may defer in 1981 is $ 9,000, the norma
plan ceiling for 1981, $ 5,000, plus the under-utilized deferrals for 1980, $

4, 000.

Exampl e 3. Assune the same facts as in exanples 1 and 2. In A s taxable year
1982, the year in which Awll attain age 65, normal retirement age under the
pl an, A desires to defer the maxi mum amount possi bl e under the plan. For 1982
the normal limtations of § 1.457-2(e) are applicable, and the nmaxi mum anmount
that A may defer is $ 5,000, assunming that A's salary for 1982 was again $
20, 000. The plan's catch-up provisions prescribed under 8§ 1.457-2(f) are not
appl i cabl e because 1982 is not a year ending before the year in which A attains
normal retirenent age.
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NOTES: NOTES APPLI CABLE TO ENTI RE CHAPTER

EDI TORI AL NOTE: I RS published a docunent at 45 FR 6088, Jan. 25, 1980, deleting
statutory sections fromtheir regulations. In Chapter |, cross references to the
del eted nmateri al have been changed to the correspondi ng sections of the IRS Code
of 1954 or to the appropriate regulations sections. Wen either such change
produced a redundancy, the cross reference has been del eted. For further

expl anati on, see 45 FR 20795, March 31, 1980.

[ The OVB control nunmbers for title 26 appear in 8 § 601.9000 and 602. 101 of
this chapter.]

NOTES APPLI CABLE TO ENTI RE SUBCHAPTER

Suppl emrentary Publications: Internal Revenue Service Loosel eaf Regul ations
System Al cohol and Tobacco Tax Regul ati ons, and Regul ati ons Under Tax
Conventi ons.

EDI TORI AL NOTE: Treasury Decision 6091, 19 FR 5167, Aug. 17, 1954, provides in
part as foll ows:

PARAGRAPH 1. All regulations (including all Treasury decisions) prescribed by,
or under authority duly del egated by, the Secretary of the Treasury, or jointly
by the Secretary and the Conm ssioner of Internal Revenue, or by the
Conmi ssi oner of Internal Revenue with the approval of the Secretary of the
Treasury, or jointly by the Conm ssioner of |Internal Revenue and the
Conmi ssi oner of Customs or the Conmi ssioner of Narcotics with the approval of
the Secretary of the Treasury, applicable under any provision of law in effect
on the date of enactment of the Code, to the extent such provision of lawis
repeal ed by the Code, are hereby prescribed under and made applicable to the
provi sions of the Code corresponding to the provision of |aw so repeal ed insof ar
as any such regulation is not inconsistent with the Code. Such regul ati ons shal
become effective as regul ati ons under the various provisions of the Code as of
the dates the correspondi ng provisions of |law are repeal ed by the Code, unti
superseded by regul ations issued under the Code.

PAR. 2. Wth respect to any provision of the Code which depends for its
application upon the promul gation of regulations or which is to be applied in
such manner as may be prescribed by regul ations, all instructions or rules in



effect immediately prior to the enactrment of the Code, to the extent such
instructions or rules could be prescribed as regul ati ons under authority of such
provi sion of the Code, shall be applied as regul ati ons under such provision
insofar as such instructions or rules are not inconsistent with the Code. Such
instructions or rules shall be applied as regul ati ons under the applicable

provi sion of the Code as of the date such provision takes effect.

PAR. 3. If any election made or other act done pursuant to any provision of the
I nternal Revenue Code of 1939 or prior internal revenue | aws woul d (except for

t he enactnent of the Code ) be effective for any period subsequent to such
enactmment, and if correspondi ng provi sions are contained in the Code, such

el ection or other act shall be given the sane effect under the correspondi ng
provi sions of the Code to the extent not inconsistent therewith. The term"act"
includes, but is not Iimted to, an allocation, identification, declaration
agreenent, option, waiver, relinquishment, or renunciation

PAR. 4. The limits of the various internal revenue districts have not been
changed by the enactnent of the Code. Furthernore, delegations of authority made
pursuant to the provisions of Reorganization Plan No. 26 of 1950 and
Reor gani zati on Plan No. 1 of 1952 (as well as redel egation thereunder),

i ncl udi ng those governing the authority of the Conm ssioner of I|Internal Revenue,
t he Regi onal Conmi ssioners of Internal Revenue, or the District Directors of
Internal Revenue, are applicable to the provisions of the Code to the extent
consi stent therewth.



